IN THE UNI TED STATES DI STRI CT COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

L. P. MAUN, MD., LTD. and )
CENTRAL BANK, g
Appel | ees, )
)
VS. ) ClVIL NO. 88-3799
)
AMORN SALYAPONGSE, )
) Proceedi ngs Under Chapter 11
Appel | ant . ) BK 86-31038 ON APPEAL

MEMORANDUM AND ORDER

FOREMAN, Chi ef Judge:

This matter is an appeal froma Menorandum and Order of the
bankruptcy court, whichruledinfavor of appellee L. P. Maun, MD.,
Ltd., formerly known as Maun- Sal yapongse, Ltd. ("debtor") and agai nst
appel | ant Dr. Anorn Sal yapongse (" Sal yapongse") on t he debtor' s Second
Amended Conpl ai nt to Coll ect Revenues. Sal yapongse appeal s t hat
portion of the bankruptcy court’'s Order requiring Sal yapongse to turn
over the sumof $74,493. 17, which constitutes the proceeds of the
debtor's accounts receivable, to the debtor

| . Factual Background.

The parties do not dispute the factual basis for thislitigation.
The debt or is a professional corporationthat provi des medi cal services
toitsclients. Dr. Lorenzo P. Maun ("Maun") is the debtor's president
and maj ority stockhol der, owni ng 51%of the corporation's stock.
Sal yapongse wor ked for debtor from1972 until Novenber 1985 and owned
49%of the stock of the corporation. Sal yapongse was aut horizedto

sign checks on the debtor's behal f,



but he never endorsed or deposited checks received by debtor for
payment on accounts receivable.

On Novenmber 11, 1985, Sal yapongse ended hi s enpl oynent with t he
debt or and met with Maun to specify the conditions under which his
term nati on woul d proceed. After the neeting, those matters agreed
upon by Sal yapongse and Maun were sunmarizedinaletter witten by
Gary L. Krauss, the debtor's accountant. The agreenent, whi ch was sent
to both parties, provided that all revenue received for services
per f ormed by ei t her doct or t hrough Novenber 11, 1985, woul d renmai n t he
property of the debtor and that revenue Sal yapongse received for
services he perfornmed after that date woul d be retai ned by him For
servi ces rendered after Novenber 11, 1985, the debtor woul d retainonly
revenue t hat Maun generated. The term nati on agreenent al so stated
t hat Sal yapongse was to recei ve his pay for the nonth of Cctober, 1985

"as soon as possi bl e.” The agreenent did not aut hori ze Sal yapongse to
cash or endorse any checks on debtor's behal f after Novenber 11, 1985.

Sal yapongse subsequent |y opened his own of fice, at whichtinme
ei ther he or his staff subnm tted a change of address formto t he Post
Ofice. Asaresult, some nail addressed to debtor, including paynents
on debtor's accounts receivable, was ni stakenly delivered to
Sal yapongse. Sal yapongse initially forwarded t he checks he receivedto
t he debtor. After a nonth had passed and Sal yapongse still had not
recei ved hi s Cct ober, 1985 pay, he began keepi ng t he checks t hat were
delivered to him Begi nning on Decenber 14, 1985,

Sal yapongse endorsed all checks he received with his corporation's

st anp and deposited theminto his corporate account. These deposits
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i ncl uded paynents that were rightfully Sal yapongse's as wel | as those
t hat shoul d have gone to debtor in accordance with the parties’
term nation agreenent. Sal yapongse's staff maintained a |ist
i ndi cati ng whi ch paynments were to have gone to t he debt or under the
agreenent .

Sal yapongse i nf ormed Maun t hat he was keepi ng t he checks but did
not tell Maun t hat he pl anned to hol d t he checks hostage until he was
pai d what he believed Maun owed him The di sputed sumi ncl uded
Sal yapongse' s back pay, pension pl an funds, paynent for Sal yapongse's
stock in the debtor, and paynent of attorney fees. Sal yapongse
eventual |y col | ected $74, 493. 17 i n paynment s t hat had been destined f or
t he debtor' s accounts recei vable. Mst of the funds were received
before the debtor filedits bankruptcy petition on October 7, 1986,
but, accordi ng t o Sal yapongse's own records, $2, 700. 00 was recei ved
after the petitionwas fil ed and $5, 705. 00 was r ecei ved ni nety days
before the petition was fil ed.

On Novenber 4, 1987, the debtor fil ed the Adversary Conpl aint to
Col | ect Revenues. The bankruptcy court subsequently ordered
Sal yapongse to turn over the sumof $74,493.17 to the debtor. On
appeal , Sal yapongse all eges that (1) the bankruptcy court erredin
det erm ni ng t hat Sal yapongse hol ds t he account s recei vabl e funds for
t he debtor in the capacity of a bailee or trustee, and (2)
Sal yapongse is entitledto assert the defense of recoupnent to the
debtor's acti on because all cl ai ms arose fromt he same transacti on.
Appel | ee asserts that recoupnent i s a newdef ense t hat was not nmade an

i ssue or part of therecordinthelower court and therefore may not be
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considered by this Court. Sal yapongse negl ected to rai se recoupnent as
an affirmati ve defense i n hi s Answer to t he Second Arended- Conpl ai nt .
Inhis Reply Brief, Sal yapongse asserts that he rai sed recoupnent as a
def ense by quoting fromauthorities that mentionthe words "recoup” or
"recoupnent.” This Court finds that Sal yapongse never raised a
recoupnent defense prior to the Novenber 9, 1988 entry of the
bankrupt cy judge' s Menorandumand order. Sal yapongse nerely quot ed
passages fromaut horities he believed woul d refute debtor's argunent
t hat "converted property cannot by [sic] the subject of asetoff.” RA
17.
I n his Motionto Reconsi der dated Novenber 21, 1988, Sal yapongse

rai sed the recoupnent defense for the first time when he stated that

Alternatively, Defendant is entitledtorecoup

t he sal ary owed by Debt or fromthe funds hel d by

Def endant because the claimfor salary ari ses

fromthe sane transaction as the Debtor's claim

agai nst Defendant for accounts receivable.
RA 27.

Judge Cardozo has noted t he i nportance of a notionto reconsider toa
def eated party who acquires favorable evidence after a ruling:
Canit bethat heisrenedil ess? An appeal w ||
not aid him for that nust be heard upon the

papers on whi ch t he noti on was deci ded
A grievous wong may be comm tted by sone
m sappr ehensi on or i nadvertence by t he judge for

whi ch t here woul d be no redress, if this power
di d not exist.

Bel nont v. Eris Ry. Co., 52 Barb. 637, 641 (N. Y. App. Div. 1869). In
Above the Belt, Inc. v. Mel Bohannon Roofing, Inc., 99 F. R D. 99 (E. D.

Va. 1983), the district court noted that a notion to reconsider

perforns a val uable function where
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t he Court has patently m sunderstood a party, or
has made a deci sion outside the adversari al
i ssues presentedto the Court by the parties, or
has made an error not of reasoning but of
apprehension. Afurther basis for anotionto
reconsi der woul d be a control ling or significant
change inthe lawor facts since the subm ssion
of theissuetothe Court. Such problensrarely
arise and the notion to reconsider shoul d be
equal ly rare.

|d. at 101. See al so Fi sher v. Sanuels, 681 F. Supp. 63, 74 (N.D. I11.

1988); National UnionFirelns. v. Continental Illinois Corp., 116

F.R.D. 252, 253 (N.D. Ill. 1987). 1In his notion to reconsider,
Sal yapongse appeared to i nply that the bankruptcy court failedto
apprehend that his affirmati ve defense of setoff tacitly included an
al l egation of entitlenment to recoupnent.

Inlnre California Canners and Gowers, 62 B.R 18 (9th Cir. BAP

1986), the Ninth Circuit Bankruptcy Appel | ate Panel held that the
appel l ant di d not wai ve a recoupnment argunment by raising only the
def ense of setoff inits Answer. |d. at 21-22. The appel |l at e panel
found t hat t he bankruptcy court shoul d have consi der ed whet her t he
appel  ant was entitledto recoupnent. Significantly, the appellant in

California Canners and Gowers i nformed t he bankruptcy court that it

was al |l eging entitlenent torecoupnent, rather thanthe setoff citedin
its Answer, inits responseto asunmary judgnent notion. |d. at 21.

Unli ke the i nstant case, the |l ower court in California Canners and

G owers had an opportunity to consi der t he recoupnent defense prior to
the entry of judgnment. Judge Meyers, however, had no opportunity to
consi der any recoupnent clai mprior to his ruling because such aclaim

was never rai sed. This Court finds that the bankruptcy court's failure



to consider a recoupnent defense was not theresult of the judge's
m sunder st andi ng or mi sapprehensi on. The basis for the notionto
reconsi der was al so clearly not acontrollingor significant changein
the lawor facts since the subm ssion of theissuetothe bankruptcy
court. Rather, the post-judgnment assertion of an entitlenment to
recoupnent cane about as aresult of appellant's dissatisfactionw th
t he poor showi ng of his setoff defenseinthejudge s Menorandumand
Order. As appellant concedes, setoff and recoupnent play a very
different roleinthe bankruptcy context fromtheir original role as

rul es of pleading. InLee v. Schweiker, 739 P.2d 870 (3d Cir. 1984),

the Third Circuit noted that
Setoff, ineffect, el evates an unsecured clai mto
secured status, tothe extent that t he debt or has
a nmutual, pre-petition claim against the
creditor. See 11 U.S.C. § 506(a). Setoff is

limted, however, by the provisions of 11 U.S. C
§ 553.

* * * *

Recoupnent on the ot her band, all ows the creditor

to assert that certain nmutual clains extinguish

one anot her i n bankruptcy, in spite of the fact

t hat they coul d not be "setoff" under 11 U. S. C.

§ 553.
Id. at 875.
Sal yapongse specifically invoked 11 U.S.C. 8 553 in his Answer and
never rai sed the recoupnent argument prior to the bankruptcy court's
deci si on. Because Sal yapongse negl ected to assert any entitlenment to
recoupnent prior tothe bankruptcy court's judgnment and i nproperly
attenmpted to use a notion to reconsi der as a vehicle for raising a

def ense not theretofore presentedto the bankruptcy court or the ot her



litigants, this Court regards recoupnent as an i ssue rai sed for the
first time on appeal. Anissue not properly presentedinthe court
bel owcannot be raised for the first ti ne on appeal and f orma basi s

for reversal. Kellar v. Equitable Life Assurance Soc'y of the United

States, 833 P.2d 1253, 1261 (7th Cir. 1987); Country Fai rways, Inc. v.

Mottaz, 539 7.2d 637, 642 (7th Cir. 1976). The Seventh Circuit has

not ed t hat

"atrial judge may properly depend upon counsel
to apprise his of theissues for decision. Heis
not obligated to conduct a search for other
i ssues which may lurk in the pleadings."

Li bertyville Datsun Sales v. N ssan Mtor Gorp., 776 F. 2d 735, 737 (7th

Gr. 1985) (quotingDesert Place, Inc. v. Salisbury, 401 P.2d 320, 324

(7th Cir. 1986)). Salyapongse failedtoraisetheissue of recoupnent
in either the pleadings or oral argunent prior to the bankruptcy
court's decision. This Court is not receptive to Sal yapongse's
suggestion that attorneys may al | owt he def ense of recoupnent to | urk
inthe bul rushes unexposed during t he pl eadi ng st age of a case and
while the judge is arriving at a decision, and only reveal its
exi stence after judgnment and on appeal. Therefore, the only all eged
error this Court will consider is the bankruptcy court's determ nation
t hat Sal yapongse hol ds t he accounts recei vabl e funds for the debtor in
the capacity of a bailee or trustee.

I11. Standard of Review.

The applicabl e standard of reviewin this case i s whether the
bankruptcy court's findings of fact are cl early erroneous and whet her

t he bankruptcy court's concl usions of laware contrary to |l aw. Bankr.



R 8013; Inre Longardner & Assocs., Inc., 855 F. 2d 455, 459 (7th Cir.

1988). This Court nust revi ewt he bankruptcy court's | egal concl usi ons

de novo. In re Agnew, 88 F.2d 1284, 1286 (7th Cir. 1987); ln re

Ki nzey, 761 F.2d 421, 423 (7th Cir. 1985).
| V. Di scussi on.

The crucial issue inthis appeal is whether the funds hel d by

Sal yapongse are a debt owed to t he debt or by Sal yapongse that may be
subj ect to setoff or are the property of debtor's estate that may be
subj ect to aturnover order. Theright toasetoff inbankruptcyis
set forth in 11 U . S.C. 8 553(a), which states in pertinent part:

Except as otherw se providedinthis section and
insections 362 and 363 of thistitle, thistitle
does not affect any right of acreditor to of fset
a nmutual debt owing by such creditor to the
debt or t hat arose before t he cormencenent of the
case under this title against a claimof such
credi tor agai nst the debtor that arose before the
comrencenent of the case . :

A creditor establishes a right to setoff under § 553(a) when the
following three-part test is met:
(1) A debt owed by the creditor to the debtor

whi ch arose prior to the comencenment of the
bankruptcy case;

(2) Aclaimof the creditor agai nst the debtor
that arose prior to the commencenent of the
bankruptcy case; and

(3) The debt and the claim are nutual
obl i gati ons.

In re Reinhart, 76 B.R 746, 749 (Bankr. D.S.D. 1987); In re Brooks
Farnms, 70 B.R 368, 371 (Bankr. E.D. Ws. 1987).
The bankruptcy court found that the third el ement of the test

was not satisfied: Maun's debt and Sal yapongse's clai mwere not
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nmut ual obligations. Thereis nomutuality, and no concomtant right to

setof f, where the creditor does not "owe" the debtor. See |lnre Myt ag

Sales and Service, Inc., 23 B.R 384, 320 (N.D. Ga. 1982); lIn re

Brendern Enterprises, Inc., 12 B.R 458, 460 (Bankr. E.D. Pa. 1981).

This Court agrees with the |l ower court's determ nation that the funds
hel d by Sal yapongse are the proceeds of the debtor's accounts
recei vable that are the property of the bankruptcy estate.
Appel I ant, however, rightfully criticizedthe bankruptcy court's
characterization of a case involvinga bailnment without color of Iien
as essentially the sane as the i nstant case. The bankruptcy court

stated that

The facts in|Inre Brendern Enterprises,
supra, are essentially the sanme as theseinthe
present case. |In Brendern Enterprises, the
debt or sought t he turnover of equi pnment whi ch had
been shipped to the defendant for warranty
repairs. The defendant sol d audi o equi pnent to
the debtor for retail sale. Pursuant to an
agreenent, the debtor woul d shi p t he def endant
equi pment returned by itsretail custoners for
repair, replacenment or cash refund.

Prior to the filing of the bankruptcy
petition the debtor shipped a quantity of
returned equi pment to the def endant for warranty
repairs. The defendant admitted that it had
nei t her repaired, replaced, nor returned the
equi pment to the debtor, but rather attenptedto
assert a right to retain the equi pnent as a
set of f agai nst a debt owed by t he debtor to the
def endant. The bankruptcy court held that the
ret urned equi pnent was hol d by t he def endant in
t he capacity of a bail ee w thout col or of |ien.

Therefore, the equi pment was not subject to
setof f because it was not owed t o t he bankrupt cy
estate but rather was owned by it. 12 B.R at
460. The court concl udes that since no nutuality
of debt exi sted between the parties, the debtor
was entitled to turnover "undi m ni shed by any
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set-off." 1d.

In the present case, it has already been
est abl i shed that the accounts recei vabl e proceeds
hel d by Sal yapongse  wit hout debtor's
aut hori zation are property of debtor's estate.
Ther ef ore, Sal yapongse does not "owe" debtor a
debt agai nst which he coul d setoff his clains
agai nst the estate.

Bankrupt cy Court's Menorandumand O der dat ed Novenber 9, 1988, at 15.

Appel | ant correctly argues that I nre Brendern Enterprisesis very

unli ke the instant casein that Sal yapongse cannot be consi dered a
bai | ee of debtor's funds. Illinois courts define abailnment as "'the
delivery of goods for some purpose, upon a contract, express or
i nplied, that after the purpose has been fulfilled they shall be
redeliveredtothe bailor, or otherwi se dealt with accordingto his

directions, or kept till hereclaimsthem'" Kirbyv. ChicagoCity

Bank & Trust Co., 82 111. App. 3d 1113, 403 N. E. 2d 720, 723, 38 111.

Dec. 489, 492 (I st Di st. 1980) (enphasis added) (quotingKnapp, St out

& Co. v. McCaffrey, 178 Il1. 107, 52 N.E. 898 (1899), aff'd, 177
U. S. 638 (1900)). The checks that Sal yapongse col | ected are comer ci al
paper, and not goods. Ill. Rev. Stat. ch. 26, 8§ 3-104(2) (b)(1987).

Thus, Inre Brendernis i napplicableinsofar as it describes adebtor's

rights vis-a-vis abaileewthout color of Iien. The bankruptcy court
shoul d have anal yzed thi s case i n the nanner that debt or suggest ed at
t he hearing on the Anended Conplaint to Collect Revenues--as a
situati on where Sal yapongse was constructive trustee of the debtor's
funds.

InCharl es Hester Enterprises, Inc. v. Illinois Founders Ins. Co.,

114 111. 2d 278, 499 N.E. 2d 1312, 102 Il|l. Dec. 306 (1986), the
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I1linois Supreme Court stated:

Aconstructive trust i s an equitabl erenedy that

may be inposed to redress unjust enrichment

caused by a party's wongful conduct. Where
property has been acqui red wongfully, the party
In_ possession may be declared to be a
constructive trustee of the propertyif it would
be unjust for that party to retain it. The
constructive trust arises by operation of | aw,

and the constructive trustees sole dutyisto
transfer title and possession to the beneficiary.

Sone f or mof wrongful or unconsci onabl e conduct

is a prerequisite to the inposition of a
constructive trust. As the court in Ray v.

Wnter (1977), 67 111. 2d296[10111. Dec. 225,

367 N. E. 2d 678], expl ai ned, ' Constructive trusts
are divided into two general classes: one in
whi ch actual fraud is considered as equitable
grounds for raising the trust, and the ot her,

where there exists afiduciary relationship and
subsequent abuse of relationship.' Simlarly,

duress, coercion and m stake have been grounds
for inposing a constructive trust.

499 N E. 2d at 1326, 102 Ill. Dec. at 313 (citations omtted)
(enphasi s added). Contrary to appel l ant' s assertion, the suprene court
has clearly held that inposition of a constructive trust is not
confined to cases in which thereis fraud or breach of a fiduciary

relationship. InQJuthBros. Constr. v. Union Nat'l Bank, 116 II1.

App. 3d 18, 518 N. E. 2d 1345, 116 I1l. Dec. 365 (2d Dist. 1988) the
appel l ate court noted that the essential requi renent of the suprene

court inCharles Hester Enterprises, Inc. was that there be a w ongful

acqui sition of property and that it would be unjust to allowthe
acquiring partytoretainit. 518 N.E. 2d at 1351, 116 I11. Dec. at
371. See also County of Lake v. X-Po Security Police Service, Inc., 27

I11. App. 3d 750, 327 N. E. 2d 96, 100 (2d Di st. 1975) (' [I]n order to

establishthe constructivetrust . . . [i]Jt issufficient if, infact,
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the party has recei ved noney properly bel ongi ng to another that in

equi ty he ought not be allowedtoretainit.") InChicago Park Di st.

Kenroy, Inc., 107 1l11. App. 3d 222, 437 N.E. 2d 783, 63 1I11|. Dec. 134

(I'st Dist. 1982), an appell ate court presaged t he suprenme court's

statements in Charles Hester Enterprises. Inc., when it noted that

The recent trend in the Illinois |aw of
constructive trusts has boon a broadeni ng of the
circunstances inwhichthis renmedy is avail abl e.
Aplaintiff may be awarded a constructive trust
whenever facts are shown in which a person
holding legal title to the property at issue
cannot retainthe beneficial interest therein
wi t hout viol ati ng sone establ i shed principl e of
equity.
437 N.E. 2d at 136.

Intheinstant case, the bankruptcy court correctly found that the
Novenmber 11, 1985 agreenent as nmenorializedin Gary L. Krauss' letter
of Novenber 18, 1985, clearly provi ded for the di sposition of debtor's
accounts recei vabl e. The parties' unanbi guous agreenent was t hat t he
debt or was to receive the proceeds of the accounts receivabl e for
servi ces perforned by bot h Maun and Sal yapongse t hr ough Novenber 11,
1985. As t he bankruptcy court noted, "[t] he agreenent nerely continued
the practice that was in effect until Sal yapongse term nated his
enpl oynent that all patient revenues were turned over to the
corporationinstead of being kept by t he physi ci an who perfornedthe
service." Bankruptcy Court's Menorandumand Or der dat ed Novenber 9,
1988, at 14. Neither the | anguage of Krauss' Novenber 18, 1985 |l etter
nor the evidence inthe  record suggests that the debtor'sright tothe
account s recei vabl e funds was condi ti oned on Sal yapongse recei ving hi s

Cct ober, 1985 pay.
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The bankruptcy court inlnre Brendern Enterprises, Inc., 12 B. R

458 (Bankr. E.D. Pa. 1981), stated that

Aset-off isonly applicableto cases where the
debtor and the creditor 'owe' one another.
| vanhoe Buil ding & lLoan Ass'nv. Or, 295 U. S.
243, 55 S.Ct. 685, 79 L. Ed. 1419 (1935). It is
i napplicableto asituationwherethe debtor's
property i s in possession acreditor as bail eeor
trustee without color of lien. The title of
property in such case will be in the bankrupt
estate and cannot forma basis for the debt which
the creditor can use as a set-off on his clains
agai nst the debtor. In re Fernandes Super
Markets, Inc., | BR at 299; I nre Bob Ri chards
Chrysler-Plynouth Corp., 473 F. 2d 262, 265 (9th
Gr. 1973); Inre Lykens Hosiery M1ls, Inc., 141
F. Supp. 891, 893 (B.D.N. Y. 19SG); Brust v.
Sturr, 128 P. Supp. 188 (S.D.N Y. 1938); Wstern
Tie &Ti nber Co. v. Brown, 196 U. S. 502, 25 S. Ct.
339, 49 L. Ed. 571 (1905); Li bby v. Hopkins . 104
U S 303, 26 L.Ed. 769 (1881); 4 Collier on
Bankruptcy, 8 68.04 [2.1] at 872 (14th ed. 1978).

Id. 460 (enphasi s added). Therefore, if therecord establishes that
Sal yapongse wrongful | y acquired t he account s recei vabl e proceeds and
that it would be unjust to allowhimto retain the funds, heis a
constructive trustee who i s precl uded fromadvanci ng a set of f def ense.
The bankruptcy court's factual findingthat Sal yapongse "obvi ously
bel i eved that the funds wererightfully debtor's,"™ Bankruptcy Court's
Mermor andum and Or der dated Novenber 9, 1988 at 14, is not clearly
erroneous. It is alsoapparent, inlight of the parties' unanbi guous
agr eenent and Sal yapongse' s initial and short-lived decisiontoreturn
t he checks, that it woul d be unjust to all ow Sal yapongse to retainthe
accounts receivable funds.

Accordi ngly, the bankruptcy court's determ nation that the

$74,493. 17 now bei ng hel d by Sal yapongse i s property of debtor's estate
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t hat i s being hel d w thout authorization and shoul d be turned over to
the estate is AFFI RMED as MODI Fl ED.

I T 1S SO ORDERED.

DATED: Septenber 8, 1989

/sl Janmes L. Foreman
CHI EF JUDGE
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